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retained as undivided profits. At the end of 1949, the general re-
serves and undivided profits of all savings and loan associations in the
United States amounted to $1.1 billion. This was over 7.5 percent
of the $14.7 billion of private savings invested in these institutions.
Most of the assets of savings and loan associations take the form of
mortgage loans, usually on residential properties. Thirty ycars ago,
this type of loan accounted for over 90 percent of the assets of these
institutions; today, the percentage is somowhat lower, although
" mortgage loans represented 80 percent of all asscts held at the end of
1950. Table 10 shows for 1950 the types of assets held by savings
and loan associations at the end of the year 1950, and in the case of
federally insured associations, the types of mortgage loans held at the
end of the year and the net income, dividends, and additions to un-
divided profits during the year. The table indicates that these asso-
ciations have a much larger portion of their assets invested in real-
estate mortgages than is true in the case of commercial banks, How-
ever, this can be attributed to the fact that since the deposits of savings
and loan associations are almost exclusively time deposits, it is possible
w’ for them to invest most of their funds in nonliquid assets. The
majority of the deposits of commercial banks, on the other hand, are
demand deposits requiring greater liquidity in their investments. It
should also be noted that, as in the case of the mutual savings banks,
nearly one-third of the mortgage loans of the building and loan asso-
ciations; in terms of value, are insurcd or guaranteoed by the Veterans’
Administration or the Federal IHousing Administration.

In the carly days of thcse institutions, the transactions of the
associations were confined to members, and no one could participate
in the benefits they afforded without becoming a sharcholder. Indi-
viduals becamc investing members of theso organizations in the
expectation of ultimately boeoming borrowing mombers as well.
Membership implied not only regular payments to the association for
a considerable period of time, but also risk of losses. Membors
could not cancel their memberships or withdraw their shares before
maturity without incurring hecavy penaltics. The fact that the
membeors were both the borrowers and the lenders was the essence of
the “mutuality’” of these organizations. :

Although many of the old forms have been preserved to the present
day, fow of the associations have retained the substance of their

“’ carlier mutuality. The stcady decline in tho proportion of share- -
accumulation loans is evidence that the character of these organiza-
tions has changed. More and more, investing members are becoming
simply depositors, while borrowing members find dealing with a
savings and loan association only technically different from dealing
with other mortgage lending institutions in which the lending group
is distinet from the borrowing group. In fact, borrowers ordinarily
have very little voice in the affairs of most savings and loan associa-
tions, '

One characteristic of the carlier mutuality which remains is the
absence of capital stock. Ilowcver, the character of the organization
has been modified by the practice of paying more or less fixed rates of
return on shares, and of building up substantial surplus accounts to
protect sharcholders against the risk of losses.

Savings and loan associations at present arc exempt from incomo
tax under section 101 (4) of thecode. In addition, Federal savings and
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loan associations which are chartered by the Federal Government are
exempt from income tax under the ITome Owners’ Loan Act of 1933
and are covored by subscetion (15) of section 101 of the code providing
for the exemption of United States instrumentalitios. :

Scetion 313 of your committee’s bill removes the exemption of
savings and loan associations, including Massachusetts cooperative
banks, and those chartered by the Federal Government and taxes
them as ordinary corporations. However, it. specifically allows the
deduction for dividends paid to depositors and the amounts placed
in bad-debt reserves on basis similar to that provided for mutual
savings banks. This provision is effective with respect to taxable
years beginning after December 31, 1951. ,

The grounds on which your committee’s bill taxes saviags and loan
associations on their retained carnings, after making a reasonable
allowance for additions to reserves for bad debts, arc the same as those
on which mutual 'savings banks are taxed under the bill. Moreover,
since savings and loan associations are no longer self-contained cooper-
ative institutions as they were when origiaally organized there is rcla-
tively little difference between their operations and those of other
financial institutions which accept deposits and make real-cstate loans.

The principal argumeant that a savings and loan association does
not really have income which could be taxed is based on the theory
that both the borrowers and the investors are members of the asso-
ciation and that the intercst paid by the borrowers on their loans is
really only paid to themselves as members of the association. In
other words, it is argued that the mutuality of the borrowing and
the investing members is such that no income exists.

The mutuality argument assumes that in the long run, the invest-
ments of cach member arc equal to the debts he has owed the organi-
zation, It also assumes that the membership in cach organization
is fixed and that eventually each member will reccive a proportionate
share of the accumulated carnings of the organization. These assump-
tions might have been valid for the original savings and loan associa-
tions which terminated after they had fulfilled their purposes for the
original membership groups.  They are not generally valid, however,
for the present-day associations, where investing members may never
contemplate becoming borrowers and where the organizations are
permanent and a member has no right to a share in the undistributed
.earnings upon withdrawal.

Another basis on which it is argued that the savings and loan asso-
clations do not have income is that all their receipts are either paid
out as expenses or as dividends to members or accumulated for the
mutual benefit of the members. ITowever, an individual member
or depositor has no claim to a share of the accumulated carnings
unless he remains in the organization until its dissolution. The idea
that income of a savings and loan association belongs to a member
even though it is not paid {o him or allocated to his account is a more
extreme concept of cooperative ownership than that used by coop-
eratives.

The income which is added to reserves and undivided profits by
the savings and loan associations cannot be treated as income to a
member or depositor for income-tax purposes under the doctrine of
constructive receipt because the member cannot obtain it unless he
remains a member of the association until it is dissolved. It is
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‘income of the associations. The fact that it is retained for the benefit
of the members makes it analogous to the income retained by an
ordinary taxable corporation for the benefit of its stockholders.

C. Unrevatep Businmss INCOME oF GOVERNMENT COLLEGES AND
UNIVERSITIES :

The Revenue Act of 1950 imposed the regular corporate income tax
on certain tax-exempt organizations which are in tho nature of cor-
porations with respect to so much of their income as arises from
active business enterprises which are unrelated to the exempt pur-
poses of the organization (including certain “lease-back” income).
However, the present provision does not apply to such income of
State universities and other schools of governmental units. Tt has
been called to the attention of your committee that some State
schools are engaging in unrelated activities and “lease-backs” which
would be taxable if they were not a State or its instrumentality,
It is clear that the same opportunitics for unfair competitive advan-
“wr tage cxist in connection with these activities of State universitios
as with respeet to similar activities of other cducational institutions,
Therefore, scction 338 of your committec’s bill cxtends the present tax
to the unrelated business income of universitios and colleges of States
and of other governmental units. As a result goveramental uaiver-
sitics and colleges will be taxable on income derived from any unrclated
business activities carried on by the schools themselves (including the
income derived from lcases for over 5 years of property purchased
with borrowed funds), and also their “feeder”’ corporations carrying
on a trade or business will be fully taxable.

This amendment is offcctive with respect to taxable years beginning
after December 31, 1951, ‘ '

The House bill contaiaed no similar provision.

The revenue gain from this provision is oxpected to be small,

D. Evvcarionan “Fueper” CORPORATIONS

The Revenue Act of 1950 included 'a serics of provisions which,
under specified conditions, resulted in the imposition of taxes on
cducational, charitable, and certain other tax-cxempt organizations,

s foundations, and trusts. Among thesc provisions was one which for
1951 and subscquent years spocifically denied exemption to “foeder”’
corporations, that is, corporations carrying on a trade or business for
profit whose profits inurc exclusively to organizations exempt under
scction 101 of the code. With respoect to prior years tho tax status of
such corporations was then, in litigation. With respeet to these years
the Revenue Act of 1950 provided that no tax would bo agserted for
yoars prior to 1947 unless a deficiency had alrcady becn asserted, or
taxes had already been assessed or paid. Your committee beliovos
undue hardship would arise if any of these educational foeder COrpora-
tions were required to pay taxes on income which had already been
spent to carry on educational programs.

Therefore, both section 601 of your committee’s bill and seetion 501
of the House bill amend scetion 302 of tho Revenue Act of 1950 to
provide that for years prior to 1951 exemption is not to be denied
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feeder corporations if their profits inure to a regularly cstablished
school, college, or university. :
This provision is expected to have no permanent effect on revenucs.

~ VI. STRUCTURAL CHANGES IN THE INCOME TAXES

A. Provisions 1§y THE HoUse §31LL Arso 1IN Your COMMITTEE'S
; : ILL
1. Life-insurance companies :

In scction 401 of the Revenue Act of 1950 the formula usecd for
cemputing the net income of lifo-insurance companics was amended,
the action being effective only for 1949 and 1950. This action was
necessitated by the fact that the formula set up in the Revenue Act
of 1942 resulted in no tax being due from any company on its life-
insurance-investment income for the years 1947 and 1948, The
substitute formula provided for 1949 and 1950  was intended to bo a
stopgap which would terminate the tax-cxempt status of this type of
sneome and permit the completion of the study needed for the develop- 8
ment of a permancnt solution to the problem of the taxation of life-
insurance companies.

Section 311 of the House bill applies the stopgap formula to life-
insurance-investment income for 1951. This was decmed necessary
because, although considerable progress has been made in the study
of the problems of the proper taxation of life-insurance companics, &
roasonable and acceptable solution to many .of. the problems has not
yot been developed, and it is goncrally recognized that the formula
get up in the Revenue Act of 1942 is defective. Although that
formula would no longer have resulted in a tax-free status for life-

insurance companies in 1951, because tho yield on life-insurance
investments has somewhat increased and the average rate of interest
required to maintain the lifo-insurance reserves has decreased, the
revenue which would have been obtained under that formula is,
bocause of its defective nature, only about half that which would be
abtained for 1951 by a continuation of the use of the stopgap formula.

During the hearings conducted by your committee, representatives
of almost all the life-insurance companics presented a proposal which
in their view is a reasonable and adequate method of taxing the
income of those companies. In your committec’s bill that plan is M
substituted for the stopgap formula as provided in the House bill,
as the method for determining the income-tax liability of lifc-insurance -
companics for 1951. :

Under the stopgap formula, as used for 1949 and 1950 and as pro-
vided for 1951 in the Ilouse bill, the taxable income of each life~
insurance company rolating to its life-insurance business is determined -
by deducting from its net investment income a percentage of that
income. To that amount is added an amount—=aY% percent of the
unearned premiums and unpaid losses—roflecting the taxable income
of its accident and health business, if any. Appropriate adjustments
are made with respect to exempt interest and the credit for dividends
received. The normal tax is obtained by applying the ordinary cor-
poration normal tax rate-to that ontire amount, and the surtax is
obtained by applying the ordinary surtax rate to that portion in
excess of $25,000. The percentage to be deducted in arriving at the
taxable income is the same for all life-insurance companics, and is
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detormined and proclaimed for each year by the Sceretary of the
Treasury, by comparing the aggregate amount necded in the previous -
year by all [ife-insurance companics to meot their life insurance policy
obligations and any other interest on indcbtedness with the aggregate
net investment income of all life-insurance companies less 3} percent
of the uncarncd premiums and unpaid losses of those companics which
had health and accident insurance. For 1950 this percentage, based
on 1949 data, was slightly more than 90 percent; for 1951, based on
1950 data, it would probably be between 87 and 88 percent.
Section 335 of your committec’s bill substitutes a different formula
for the taxation of life insurance companics in 1951. Under it the
" income tax is in general.to be 3% percent of so much. of the net invest-
ment income of cach company as is not in_cxcess of $200,000, and
6% percent of the amount over $200,000. It will be noted that 3y
percent of $200,000 is approximately the same as 27 percent of
$25,000; and that 6} percent of net investment income 1Is -approxi-
mately the same as 52 percent of 12 to 13 porcent (100 percent less 88
or 87 percent) of the entire net income. For those companics with
accident and health insurance an appropriate adjustment is made so
that the tax computed at the 3%- and 6j-percent rafes is approxi-
mately the same as a tax at the ordinary 27- and 52-percent rates on
the income (detormined as before) from. that part of their business.
As under the present stopgap formula, appropriate adjustments. are
made for exempt interest and the credit for dividends reccived.
Since the new formula, under the circumstances of 1951, is sub-
stantially equivalent to the stopgap formula, it is clear that, for most
lifc-insurance companics, the income-tax liability under your com-
mitteo’s bill will be substantially the same for 1951 as it would be
undemthe provisions of the House bill. '
Tt is expeeted that a number of companies, mostly small, will not
in 1951 carn their interest requirements, or will earn an amount
only slightly in cxcess of their requirements. Under the stopgap
formula these companics would have paid ordinary corporation
normal taxes and surtaxes on the same pereentage of their net invest-
ment incomes ag the other companies whose net investment income
materially exceoded their policy requirements. Under your com-
mittee’s bill a measure of relief is accorded such companics: those
with net investment income less than their policy requirements will,
-’ in gencral, pay a tax at 3% or 6% pereent on only 50 percent of their
not investment incomes, while those with net investment incomes of
from 100 to 105 percent of their policy requirements will pay a tax -
at the rate of 3% or 6% percent on amounts varying from 50 to 100
percent of their net investment incomes. With respect to companies
which also do an accident and health insurance business, in determining
whether or not their net investment income is less than that required
to mect their life-insurance-policy requirements, or not more than
105 percent of that amount, the total net investment income is reduced
by onec-half of 3% percent of their uncarned premiums and unpaid
Tosses on the accident and health policies. The limitation of this
reduction to onec-half of the adjustment for such business appears to
bo reasonabls since, as was stated in the report on the 1942 provisions
by the Committec on Finance,”® “there is very little investment
income derived from the investment of premiums on such (accident
and health) contracts.” ‘ :

18 77¢th Cong., 2d sess,, S, Ropt. No. 1631, p. 148.
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It is believed that the method of taxation provided by your com-

mittee’s bill is not only more equitable with respect to certain of the
smaller companies which do not earn a margin of investment income
over their requirerents but also that it is simpler in structure and
nvolves fewer compliance and administrative difficulties than the
stopgap formula provided in the House bill,

It has been suggested that this new method of taxing life-insurance
companies should be used permanently, or for an indefinite period in
the future. It is the opinion of your committee, however, that the
question whether this new method is the best practicable method
should only be answered after the results of the present continuing
study are available, and after this method is carefully compared with
other possible methods of taxing life-insurance companies which may
be suggested as the results of that study. Therefore, in your commit-
tee’s bill, the application of this method is limited to taxable years
beginning in 1951. .

It is estimated that for 1951 the revenue under your ecommittee’s
bill will be about $111 million, an amount about' $58 million more than
would be obtained under the 1942 formula.

3. Offset of short- and long-term capital gains and losses

Scction 322 of this bill amends the treatment of the gains and losses
of individuals so as to eliminate a defect in existing law. This
section is identical to scction 305 of the House bill. Present law
excludes 50 percent of a long-term capital gain or loss from the com-
putation of net capital gain, net capital loss and net income, but
mcludes 100 percent of a short-term capital loss in such computations.
As a result a $1 short-torm loss can wipe out a $2 long-term gain.

Under the bill long-term gains are included in gross income at
100 percent and a deduction from gross income is allowed cqual
to 50 percent of the amount by which the taxpayer’s net long-term
gain exceeds his net short-term loss. Thus, if a taxpayer has a
net Jong-term gain of $1,000 and a net short-term loss of like amount,
no deduetion is to be allowable. If the net long-term gain is $2,000
and the net short-term loss is $1,000, the deduction against gross in-
come will be 50 percent of the excess of $2,000 over $1,000, or $500.
Hence the amount actually taxed as a long-term  capital gain will be
$500. Under existing law the $1,000 of short-torm loss offsets the
portion of the long-term gain included in the calculation of net
income, and no tax liability exists. :
k- Long-term losses, like long-term gains, are to be taken into account
in full. Long-term losses will therefore offset short-term gains on a
dollar-for-dollar basis, just as short-term losses will offset long-term
gains. * If long-term losses excced short-term gains, the unrcduced
excess will be offset against other income up to $1,000. The net loss
which is not absorbed in this manner will be carried forward as a short-
term capital loss, whether arising out of short- or long-term operations,

Under both your committec’s bill and the House bill, the amendment
applies only to taxable years beginning on or after the date of enact-
_ment of this act.

It is estimated that when fully effective this amendment will increase
the revenucs by $28 million annually.
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amendment made in this bill is not specifically retroactive and without.
inferences drawn from the limitations contained in section 117 (m)
as amended by scction 326 of this bill.

It is estimated that in a full year's operations this provision will

increase the revenues by $5 million.
4. Dealers in securitics

Under existing law, dealers in sccurities are permitted to hold some
securitics as a personal investment. Gains or losses on those securities
which are held by the taxpayer in his capacity as a dealer are treated
as ordinary income. Capital gain or loss treatment is accorded the
results of the transfer of sccurities which the taxpayer holds as an
investor. Existing law also permits the transfor of securities from
such a taxpayer’s investment account to his inventory account and
viee versa with corresponding changes in tax liabilitics, Those trans-
fers increase the difficulty of determining in which portfolio specific
securities are actually held, and facilitate  the manipulation of the
taxpayer’s accounts so as to obtain ordinary loss treatment on sccu-
rities sold at a loss and capital-gains treatment on those sold at a gain,

To forestall this practice, soction 327 of this bill, which is sub- . .
stantially the samo as section 309 of the Iouse bill, provides that in the
case of a dealer in sceuritics capital-gains treatment be available only
under certain specific conditions. The security in question must have
been. clearly identified in the dealer’s records as “g security held for
investment’ within a period of 30 days after tho date of its acquisition
or after the date of enactment of the Rovenue Act of 1951, whichever
is later, and must not at any time thereafter have been held by the
taxpayer ““primarily for sale to customers in the ordinary course of his
trade or busincss.” Unless these terms are complied with, the gain
on the sale of the security is to be taxed as ordinary income.

Ordinary loss treatment is not to apply where the security sold was,
at any time after this section bocomes applicable, clearly identified in
the dealer’s records as “a sccurity held for investment,”

Your committee has changed the House provision to insure that
this amendment will not affcet the application of section 117 (i) of
the Code which provides, in the case of banks, that, if losscs from the
sale of all sccurities during a year exceed the gains, then the net loss.
shall be treated as an ordinary loss. :

The amendment applics to sales or exchanges made more than 30
days after tho date of enactment of this act. o

The revenue loss resulting from this amendment is expected to be 2
negligible.

6. Gain from sale or exchange of the taxpayer’s residence

Section 318 of your committee’s bill and section 305 of the House:
bill are the same cxcept in one respect.  Both scetions amend the pres-
ent provisions relating to a gain on the sale of a taxpayer’s principal
residence so as to eliminate a hardship under existing law which pro-
vides that when a porsonal residence is sold at a gain the difference
between its adjusted basis and the sale price is taxed as a capital gain.
The hardship is accentuated when the transactions are necessitated by
such facts as an increase in the size of tho family or a change in the-
place of the taxpayer’s cmployment. In these situations the trans-
action partakes of the nature of an involuntary conversion. Cases
of this type are particularly numerous in periods of rapid change such
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:as mobilization or reconversion. ~ For this reason the need for remedial
-action at the present time is urgont. _

Both bills provide that when the sale of the taxpayoer’s principal
residence is followed within a period of 1 yoar by the purchase of a
-substitute, or when the substitute is purchased within a year prior to
the sale of the taxpayer’s principal residence, gain is to be recognized
-only to the extent that the sclling price of the old residence exceeds the
cost of the new one. Thus, if a dwelling purchased in 1940 for $10,000
is sold in 1951 for $15,000, there would ordinarily be a taxable gain of
'$5,000 under cxisting law. Under both bills no portion of the gain
is to be taxpable provided a substitute “principal residence” is pur-
-chased by the taxpaycr within the stated period of time for a price of

© '$15,000 or more. If the replacoment cost is less than $15,000, say
'$14,000, the amount taxable as gain is to be $1,000. .

The provision of both your committoe’s bill and the ITouse bill
-applics to cases where one residence is exchanged for another, where
a replacement residence is constructed by the taxpayer rather than
‘purchased, -and where the replacement is a residence which had to be -

S reconstructed in order to permit its occupancy by the taxpayer.
‘Howevor, under the House bill, where a rcplacement residence is
-constructed by the taxpayer, he must occupy the new residence within
1 year after sale of his old residence. This is the same rule which both

" your committee’s bill and the House bill apply in the case of the
purchase of a new residence. Ilowever, in the case of new con-
‘struction the requirement of occupancy within 1 year appears to your
-committee not to be realistic, particularly during the present period
of material and labor shortages. Therefore, your committee’s bill
provides that in the case of the construction of a new house, if the
-construction of the house begins within g year before or after the sale
-of the first house, and the new house is used as the taxpayer’s principal
Tesidence within 18 months after the sale of the first house, then all
-expenditures on the new residence within this 18-month period are
to be considered as a reinvestment of the selling price of the first
Tesidence. '

In cases where the replacemont is built or reconstructed, only so
much of the cost is to be counted as an offset against the sclling price
-of the old residence as is properly chargeable against capital account
) within a period beginning 1 year prior to the date of the sale of the old
o’ residence and cending 18 months (1 year under the House bill) after
‘such dato in the case of construction of a new house, and 12 months
-after such dato in the case of reconstruction of an existing house.

This special treatment is not limited to the “involuntary con-
‘version’” type of case, where the taxpayer is forced to sell his home
‘because the place of his employment is changed. While the need
for relief is especially clear in such cascs, an attempt to confine the
‘prov}ilsion to them would increase the task of administration very
‘much. :

The adjusted basis of the new residence is to be reduced by the
amount of gain not recognized upon the sale of the old residence.
"Thus, if the replacement is purchased for $19,000, the old residence
cost $10,000 and was sold for $15,000, the adjusted basis of the new
Tesidence is to be $19,000 minus $5,000, or $14,000. This is equal to
the cost of the old residence plus the additional funds invested at the
time the new residence is purchased. If the sccond residence had
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been purchased for $14,000, so that $1,000 of gain on the sale of the
old residence would be recognized, its basis would be $14,000 minus
$4,000, or $10,000.

For the purposc of qualifying a gain as a long-term capital gain the
holding period of the residence acquired as a replacement in a set of
transactions which qualify under the terms of the amendment is to
be the combined period of ownership of the successive principal
residences of the taxpayer. i :

The new provision extends to cases in which similar treatment is
available under existing law under the involuntary-conversion provi-
sions of section 112 (f). Such cases arisec when a home is destroyed
by fire or is lost by scizure or by the exercise of the powers of requisi-
tion or condemnation and the procecds are invested in a replacement.
In such cases the new provision, and not section 112 (f), is to apply.
Generally this will result in more favorable treatment for the taxpayer
than that available under the involuntary-conversion provisions. The
latter require the tracing of the expenditure of the funds obtained as

_ aresult of the loss of the previous residence, and. substantial tax conse- -~
quenecs result from such technicalities as a deeision to use the money S
so received to repay a mortgage on the previous residence and to use
other funds for the purchase of a replacement. Moreover, no relief is
available under the involuntary-conversion sections in cases wherc the
replacement is acquired before the actual condemnation or requisition
of the previous residence. '

. The taxpayer is not required to have actually been occupying his
old residence on the date of its sale. Relief is to be available even
though the taxpayer moved into his new residence and rented the old
onc temporarily before its sale.  Similarly, he may obtain relief even
though he rents out his new residence temporarily before occupying it.

The special treatment is to be available only with respect to one
saie or exchange per year, except when the taxpayer’s new residence
is involuntarily converted, in which case he is to be treated as though
a year had clapsed since the time of the previous sale of an old residence.

The ownership of stock in a cooperative apartment corporation is to
be treated as the equivalent of ownership of a residence, provided the
purchaser or scller of such stock uses the apartment which it entitles
him to oceupy as his principal residence.

Regulations are to be issued under which the taxpayeér and his spouse A,
acting singly or jointly may obtain the benefits of the bill even ‘
though the spouse who sold the old residence was not the same as the
onc who purchased the new one, or the rights of the spouses in the new
residence are not distributed in the same manner as their rights in the
old residence. These regulations are to apply only if the spouscs
consent to their application and both old and new residence are used
by the taxpayer and his spouse as their principal residence. .

Where the taxpayer’s residence is part of a property also used for |,
business purposes, as in the case of an apartment over a store building
or 8 home on a farm, and the entire property is sold, the provisions
of both bills apply only to that part of the property used as a resi-
dence, including the environs and outbuildings relating to the
dwelling but not to those relating to the business operations.

These provisions apply to a trailer or houseboat if it is actually used
as the taxpayer’s principal residence.

Approved For Release 2007/01/16 : CIA-RDP57-00384R001200010015-3



Approved For Release 2007/01/16 : CIA-RDP57-00384R001200010015-3
REVENUE ACT OF 1951 | 37

In order to protect the Government in cases where there is an
unreported taxable gain on the sale of the taxpayer’s residence, either
because he did not carry out his intention to buy a new residence or
because some of the technical requircments were not met, the period
for the assessment of a deficiency is extended to 3 years after the tax-
payer has notified the Commissioner cither that he has purchased
a new residence, or that he has not acquired or does not intend to
acquire 8 new residence within the proscribed period of time.

The benefits of both your committec’s bill and the House bill will
apply to the sale of a taxpayer’s principal residence ‘made after
December 31, 1950, :

The revenue loss will be about $112 million annually.

6. Percentage depletion

. Under existing law depletion based on, cost, 1s available to all mining
industrics and in addition, percentage depletion is availablo to oil, gas,
sulfur, metal mines, and certain nonmetallic minerals. The allowable
rate of percontago deplotion is 5 percent in tho case of coal, and 15

. percent in the case of tho othor nonmetallic mincrals oxcept sulfur

b which is allowed 23 porcent. v

The testimony received by this committee both in connection with’
this bill and the bill which becamo tho Revenue Act of 1950 revoaled
that in a number of cascs nonmetallic mincrals which are not in the
enumerated group under existing law are competitivo with those re~
ceiving percentage deplotion, or havo just as good a claim for such
treatment as the cnumeratoed thinerals. = The tostimony also indicatoed
that the 5-percent rate. allowed coal is of little practical value, and °
that the coal mining industry is peculiarly in need of more favorable
tax treatment becausc of tho inroads which alternative sources of
e?erg%, particularly oil and gas, have made on the potential markots
of coal. : ,

Both section 319 of your committec’s bill and section 304 of the
House bill set up a new group of minerals to which bercentage deple-
tion is available at the rate of 5 percent. Both bills extend this rate
to sand, gravel, slate, stone (including pumico and scoria), brick and
tile clay, shale, oyster shell, ‘clam shell, granite, and marble. In
addition, your committec has added to this category entitled to the
5-percent rate sodium’ chloride, and, if from brine wells, calcium

~ chloride, magnesium chloride, potassium chloride, and bromine. In
the allowance of Percentage depletion for these items, your commit-
tee does not intend to reduce allowances now granted. For example,
potash is allowed percentage depletion at 15 percent under present
law, and your committee does not intend to reduce this allowance
with respect, to potash or any of its salt derivatives which are presently
receiving percentage depletion at 15 percent. The bill also makes g
technical change in this portion of the House provision by including
slate as a separate item rathor than including it as a type of stone as
in the House bill. ’

‘The House bill also included asbestos at the new 5-percent rate.
Because of the importance of this product and the smallness of its
supply in this country, your committee has allowed asbestos a 10-
percent rate. Both bills increase coal from its present 5-percent rate
to 10 percent. :
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. The House bill added to the list of nonmetallic minerals, to which
percentage depletion is available at a 15-percent rate, borax, fuller’s
carth, tripoli, refractory and fire clay, quartzite, perlite, diatomaceous
earth, and metallurgical and chemical orade limestones. Your com-
mittee’s bill, on the other hand, provides that these items added by
the House ate to receive percentage deplotion at the same 10-percent
rate accorded coal and asbestos. In addition to these items, your
committee has added a 10-percent rate for wollastonite, which is
jmportant as an insulating and fireproofing material and thus com-
petitive with other items presently accorded similar treatment, and
the magnesium compounds rnagnesite, dolomite, and brucite.

Your committec’s bill adds to the nonmetallic minerals presently
recciving 15-percent depletion, aplite. This material, which is found
in only small quantities in this country, is closely.related to feldspar,
which already reccives 15-percent depletion. =
v Your committec has also made two technical revisions in the 15- '
pereent depletion section of the House bill. The latter includes at-
the 15-percent rate ‘“‘thenardite (including thenardite from brines or P
mixtures of brine).” Your committee has climinated the parentheti- B,
cal limitation as unnecessary and because it might give risc to doubt
as to certain other of the enmerated products. For example potash,
trona, and borax are also frequently recovered from brines or mixtures
of brine. The phrase “mines and other natural deposits” is clearly
broad enough to include brines as well as all other natural sources.
“The particular type of source ig immaterial. .

Tho names of all the various opumerated mincrals are of course in-

tended to havo their commonly understood commercial meaning.  For
example, the term ‘“thenardite” applics to sodium sulphate, also
known as salt cake; the term ‘‘trona’ to sodium carbonate and sodium
bicarbonate, also known as soda ash; and the term “borax’’ to boron
minerals generally.
" Your committee has also amended the House provision which reads
thall and sagger clay” to read “ball clay, sagger clay” in order to
remove the implication of the House bill that these are not separate
types of clay. : '

Many of the above changes were provided in the House version of
the bill which became the Revenue ‘Act of 1950 but they were elim-

inated by your committee and from the final legislation largely be- A
canse of the revenue loss involved. It is apparent, however, that the '
need for cqualization is gubstantially greater now because of the -

additional taxes imposed under tho legislation of 1950 and under this

bill. Therefore, the committes believes that thoe proposed extension

of the percentage depletiorn system is necessary in spite of the revenue

loss involved. The latter is estimated to be about $76 million in a full -
year’s operation. '

" The amendments made by this section of the bill apply to taxable

years beginning after December 31, 1950.
7. Family partnerships o

Soction 339 of your committee’s bill is intendod. to harmonize the
rules governing interests. in the so-called family partnership with
those generally applicable to other forms of property or business. Two
principles governing attribution of income have long been accepted as
basic: (1) income from property is attributable to the owner of the
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property; (2) income from personal sevvices is attributable to the por-
son rendering the services. There is no reason for applying different
principles to partnership income. If an individual makes a bona fide
gift of real estato, or of a share of corporate stock, the rent or dividend
mcome is taxable to the dohee. Your committee’s amendment
malkes it clear that, however the owner of a partnership interest may
have acquired such interest, the income is taxable to the owner, if
he is the real owner. If the ownership is real, it does not matter what
motivated the transfer to him or whether the business benefited from
the entrance of the new partner.

Although therc is no basis under existing statutes for any differont
troatment of partnership interests, some decisions in this field have
ignored the prineiple that income from property is to be taxed to the
owner of tho property. Many court decisions since the decision of
the Supreme Court in Commassioner v. Culbertson (337 U. S. 733)
have held invalid for tax purposcs family partnerships which arose
by virtue of a-gift of a partnership interest from one member of a.
family to another, where the /doneo performed. no vital services for
the partnership. Some of these cases apparently proceed upon the
theory that a partnership capnot be valid.for tax purposes unless
the intrafamily gift of capital is. motivated by a desire to benefit the
partnership business. Others seem to assume that a gift of a partner«

- ship interest is not complete because the donor contemplates the

continued participation in the business of the donated capital. How-
ever, the frequency with which the Tax Court, since the Culbertson
decision, has held invalid family partnerships based upon .donations
of capital, would scem to indicate that, although the opinions often:
refer to “intention,” “business purpose,” “reality,” and “control,”
they have in practical effect reached results which suggest that an
intrafamily gift of a partnership interest, where the donee performs
no substantial services, will not usually be the basis of a valid partner~
ship for tax purposes. Woe are informed that the scttlement of many
cases in the ficld is being held up by the reliance of the field offices
of tho Burcau of Internal Revenue upon some such theory. Whether
or not the opinion of the Supreme Court in Commissioner v. Tower.
(327 U. 8. 280) and the opinion of the Supreme Court in Commassioner
v. Qulbertson (337 U. S. 733), which attempted to explain the Tower
decision, afford any justification for the confusion is not material-—
the confusion exists. (

The amendment leaves the Commissioner and the courts free to
inquire in any case whether the donee or purchaser actually owns the
interest in the partnership which the transferor purports to have given
or.sold him. Cascs will arise where the gift or sale is 4 mere sham.
Other cascs will arise where the transferor retains so many of the
incidents of ownership that he will continue to be recognized as a
substantial owner of the interest which he purports to have given away,
as was held by the Supreme Court in an analogous trust situation
involved in the case of Helvering v. Clifford (309 U. S, 351). The
same standards apply in determining the bona fides of alleged family
partnerships as in determining the bona fides of other transactions
between family members. Transactions between persons in a close
family group, whether or not involving partnership interests, afford
much opportunity for deception and should be subject to close scru-
tiny. All the facts and circumstances at the time of the purported:
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gift and during the periods preceding and following it may be taken
mnto consideration in determining the bona fides or lack of bona fides
of & purported gift or sale. :

Not cvery rostriction upon the complete and unfettered control by
the donee of the property donated will be indicative of sham in the
transaction. Contractual restrictions may be of the character inci-
dent to the normal relationships among partners., Substantial powers
may be retained by the transferor as a managing partner or in any
other fiduciary capacity which, when considered in the light of all the
‘circumstances, will not indicate any lack of true ownership in the
transferee. In weighing the effect of a retention of any power upon
the bona fides of a purported gift or sale, a power exercisable for the
benefit of others must be distinguished from a power vested in the
transferor-for his own benefit. -

* Since legislation is now necessary to make clear the fundamental
¥1‘1nciple that, where there is a real transfer of ownership, a gift of a
amily partnership interest is to be respected for tax purposes without
regard to the motives which actuated the transfer, it is considered
appropriate at the same tirae to provide specific safeguards—whether
or not such safeguards may be inherent in the general rule—against
the use of the partnership deviee to accomplish the deflection of income
from the real owner.

Thercfore, the bill provides that in the case of any partnership
interest created by gift the allocation of income, according to the terms
of the partnership agreement, shall be controlling for income-tax pur-
poses cxcept when the shares are allocated without proper allowance
of reasonable compensation for services rendered to the partnership
by the donor, and except to the extent that the allocation to the
donated capital is proportionately greater than that attributable to
the donor’s capital.- In such cases a rcasonable allowance will be
made for the services rendered by the partners, and the balance of
the income will be allocated according to the amount of capital which
the soveral partners have invested. However, the distributive share
of a partner in the carnings of the partnership will not be diminished
because of absence due to military service. ‘

When more than one member of a family is a member of a partner-
ship, all interests purchased by one member of the family from another
will be treated as though the trapsfer were made by gift. For this

urpose the family of an individual includes his spouse, ancestors,
ﬁneal descendants, and any trust for the primary benefit of such

ersomns. h :
P The amendmoent made by the House bill was made applicable only
to taxable yoears beginning after December 31, 1950, with the express
intention that no inferences were to be drawn from the enactment of
the amendment with respect -to taxable years boeginning prior to
January 1, 1951. Apparently with respect to prior taxable yecars the
House amendment would have left the status of family partnerships
to be determined under existing law. "As the above discussion clearly
indicates, the application of existing law has been extremely uncertain.
Your committee believes that it is equally important to establish a
rule which can be used with respect to those prior years, thus mini-
mizing the necessity for litigation in this area. Therefore, your com-
mittec has provided that the amoendment shall, at the eclection of
any member of such a partnership, be effective with respect to any
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open taxable year since Docomber 31, 1938, that date being just
prior to tho cnactment of the Code. Such an olection will be valid
only if any other membeors of the partnership whose taxable income
would be increased consents to tho asscssment and collection of such
deficiency, or if the taxpayer who would bo entitled to arcfund or re-
duction of his tax liability consents to tho reduction of such refund or
tax decrease by the amount of tho related taxpayer’s additional tax.

8. Gains from sales of livestock

Seetion 117 (j) of the code provides, in offect, that a net gain from
salos of “property used in the trade or business” of a taxpayer and held
for more than 6 months is to be troated as o capital gain. In the case
of a loss, it is to be treated as an ordinary loss. owever, section
117 (j) states that this troatraent is not to apply to ‘“property of a kind
which would be properly inclu dible in the inventory of the taxpayer if
on hand at the close of the taxable year, or property held: by the tax-
payer primarily for aalo to customers in tho ordinary course of his trade
or business.” In tho case of farmors there has been considerable con-
fusion and dispute for soveral yoprs'as to whether all livestock held for
"~ ~ draft, dairy, or brecding purposes is ‘‘property used in the trade or

business,” or whether in some cases the livestock should be deemed
held “primarily for sale to customers in tho ordinary course of his trade
or business.”

Rulings of the Treasury Department issued in 1944 and 1945 held
that tho capital gains treatment was applicable only in the casc of
unusual sales such as those which would reduce the normal size of the
hord or those resulting from a chango of breed or other special circum-
stances, and that the capital gains treatment would not apply to the -
customary sale by a farmer of old or disabled animals culled from the
broeding herd and replaced by young animals produced by the breed-
ing herd. Barly in 1949 the United States Court of Appeals, Kighth
Circiit, held in the Albright case (173 F. 2d 399) that animals used for
breeding purposes, whether or not sold as culls in, the ordinary course of
business, constituted “property used in the trade or business” within
the meaning of section 117 (j). That deeision specifically applied to
dairy cattle and hogs but was applicable by implication to other types
of livestock.

Notwithstanding the Albright decision, the Treasury Department

. continued to adhere to its position initiated in the 1944 and 1945

S’ rulings, pending possible contrary docisions in other courts which

- might rosult ia a conclusive decision by the Supreme Court. The
Revenue Act of 1950 as passed by the Senate contataed a provision
tntended to clarify this situation, but this was rejected in conference,
principally because 1t roforred to “cattle” and thus did not clear up

= ihe situation with respect to other forms of livestock such as sheep
and hogs. However, the conference committoec expressed the hope
that the Treasury would follow the Albright decision.

I January 1951 the United States Court of Appeals, Fifth Circuit,
decided tho Bennett case (186 T. (2d) 407) in a manner similar to the
Albright decision. Subsequently the Bureau of Internal Revenue

jssued a ruling, Mim. 6660, stating that the capital gains treatment
provided by scetion 117 (j) would be applied to sales of culls. How-
ever, this ruling contained a statoment that this treatment might not

be applied in the case of animals ‘“not used for substantially their full
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period of usefulness.” This exception appears to have resulted in new-
uncertainties, and it has been stated that Burcau agents are inter--

preting this ruling to mean that only animals which have completely
outlived their usefulness can qualify for the capital gains treatment:

The House bill added a new sentence to section 117 (j) (1) providing.
that the term ‘‘property used in the trade or business’” includes.

“livestoek held by the taxpayer for draft, breeding, or dairy purposes
for 12 months or more.” In view of the uncertainties resulting from
the recent ruling (Mim. 6660), section 324 of your committee’s bill
restates the sentence contained in the House bill as follows:

Such term. also includes livestock, regardless of age, held by the taxpayer for:

draft, breeding, or dairy purposcs, and held by him for 12 months or more from
the date of acquisition.

Under your committee’s bill, the term “livestock” does not include
poultry except that it does include turkeys, regardless of age, held by

the taxpayer for breeding purposes and held for 12 months or more:

from the date of acquisition. Thus section 117 (§) will apply to live-

stock used for draft, breeding, or dairy purposes, and to turkeys used.

for breeding purposes, whether old of’young; and the holding period

will start with the date of acquisition, not with the date the animal.

or fowl is put to such use..

The provision of the House bill is effoctive with respect to taxable
years beginning after Decomber 31, 1950. Your committee’s bill
makes the amendment applicable with respect to taxable years be-
ginning after Decombor 31, 1941, excepl that the oxtension of the

holding period from 6 to 12 months and the amendment with respoect:
to poultry and turkeys both apply only in the case of taxable years.

beginning after Docember 31, 1950.
Your committee believes that the gains from sales of livestock should:

be computed in accordance with the method of livestock accounting:
used by the taxpayer and presently rccognized by the Bureau of’

Internal Revenue.
The revenue loss under this provision is expected to be $15 million.
in a full year of operation.

9. Coal royalties

Section 325 of your committee’s bill, which is similar to section 307

of tho House bill, provides tax relief for the recipients of coal royaltics.

. Most leases on coal properties are long-term and call for royalty pay-
ments expressed in conts per ton. - Therefore, the lessor does not re--
ceive the automatic adjustment for price changes which oceurs when
a royalty is cxpressed as a porcentage of the value of the mineral ex--
tracted from the property. Many of the existing coal leases are old.
and their royalty payments are small.

It is roported also that as a practical matter the lessor of a coal
property is not Jikely to bencfit from percentage deplotion even under
the now 10-percent rate provided in this bill, although it is anticipated.
that this rate will be of material benefit to the coal oporators.

This scction extends to the rocipients of coal royaltics the capital.
gains treatmoent now available to timber under section 117 (k) (2) of
the code. It is intended by this provision of your committec’s bill
that coal royaltics reccive the same treatment. as timber royalties..
In tho case of timber coming under this section, percentage depletion.
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is not allowed, and it also is not to be available in the case of these coal
royaltics.

Considerable uncertainty now exists as to the proper interpretation
of the clause “held for more than 6 months prior to such disposal” in
section 117 (k) (2) of tho present law, because of a recent decision of
the Tax Court (Springfield Plywood Corp., 15 T, C. No. 91) which
held, under the particular facts in that case, that disposal of the timber
occurred when the lease was made and not when the timber was cut.
Your committee belicves that, whatever the legal technicalities may
be, the lessor’s holding period should run to the time the coal is mined
or the timber is cut, as the case may be, and the provisions of the
House bill are amended to so provide.

TIn order to differentiate a lessor entitled to receive royalties from a
person participating in the operation of a mine, the provisions of
the House bill are inapplicable if the owner of the coal is “person-
ally obligated to pay a share of the cost of mining operations.’
Since lessors who have no interest in the operating profits of a mine
may nevertheless pay real estate taxes, exploration cxpenses, or other
e expenses, your committec’s bIF provides, instead, that those pro-
- N visions shall be inapplicable to “income realized by the owner as a
coadventurer, partner, or principal in the cutting of such timber or
the mining of such coal.” :

Tt is also made clear that these provisions do not apply to a lessee,
and that the term “coal’”’ includes lignite.

Because troatment of coal royaltics as capital gains will auto-
matically exclude such income from incomo subject to cxcess-profits
tax, your committee’s bill provides conforming amendments to the -
excoss profits tax law. Where the taxpayer computes his excess profits.
credit by the income method, these royalties are to be excluded from
the taxpayot’s base period income. Similarly, for the purposes of com-
puting the invested capital credit and computing capital changes, the
Tessor’s interost in the coal property from which the royaltios are:
derived is to be treated as an inadmissible asset.

Section 325 applies to taxable years ending after December 31, 1950,
but only with respect to amounts received or accrued after that.
date.

The revenue loss involved is estimated to be about $10 million
annually. '

~ 10. Expenditures in the development of mines

Under cxisting law and regulations all oxpenditures mads with:
respeet to a mine prior to the time it has reached the production
stage must be capitalized, excopt that incidental income from the
production of ore while the mine is being developed is offset by de-
velopment expenditures, only the cxcess of such expenditures over
such reccipts being capitalized. Amounts so capitalized are de-
ductible for income-tax purposes only through depletion allowances.

Included in the expenditures which must be so capitalized are the
costs of shafts, tunnels, galleries, ete., which arc necessary to make
the ore or other mincral accessible. Such expenditures are required
to be capitalized only until the mine reaches the production stage,
which oceurs when the major portion of the mineral production is-
obtained from workings other than those opened for the purpose of
devclopment, or when the principal activity of the mine becomes the

89079—51L 4

Approved For Release 2007/01/16 ; CIA-RDP57-OO384ROO12000’I0015-3



Approved For Release 2007/01/16 : CIA-RDP57-00384R001200010015-3
44 REVENUE ACT OF 1951

production of developed ore rather than the development of additional
ores for mining.

After a mine reaches this production stage continued expenditures
must be made to extead tunnels, galleries, ete., as the working face
of the orc or other mineral recedes. . Such expeaditures are deductible
currently, unless extraordinary in scope, in which case they are treated
as prepaid expenses to be deducted ratably as the ore benefited by the
expenditure is produced and sold.

It is believed that the expenditures for the development of a mine—
‘those incurred after the existence of ores or minerals in commercially
marketable quantities has been disclosed-—are essentially similar to
those incurred after the production stage has becn reached, and, like
those, should be treated as expenses relating to the production of the
ore or minerals.

This is particularly important where the depletion allowance is a
percentage of the gross income from the property. This allowance is
the same whether a large expenditure or g relatively small one is neces-
sary to develop the mine in order toemable the ore or mineral to be
extracted, with the result that mines ﬁt-h relatively large development -
costs are subjected to unfair discrimination. Moreover, where per-
centage depletion is used, the development costs are nover specifically
deductible for tax purposes, except in yaars when the deduction avail-
able under cost depletion exceeds that which may be taken wader per-
centage depletioa.

The requirement that development expenditures must be capital-

ized presents a serious obstacle to expansion in the mining industry.
This is especially serious at the present time because of the shortage
of many essential minerals and the desirability of major developments
in the case of certain minerals such as iron which are necessary to the
defense effort.

The House bill provides that expenditures paid or incurred after
Decomber 31, 1950, in the development of a mine or other natural
deposit are to be deductible ratably over the period during which the
ores or minerals bencfited by such expenditures are sold. This provi-
sion applies even though the ore or minerals were produced in a year
other than the year of the sale. However, this rule applics only
when the expenditurcs are made after the existence of ores or Minerals
in commercially marketable quantities has been determined and the
development stage has begun. It is not applied to oil or gas wells, -~
where the.problem at issue has been dealt with through the optional
deduction of intangible drilling and development costs in the year
they are incurred.

Expenditures made for the purchase of depreciable property are not,
to be counted as development expenditures for this purpose but the
depreciation charges which appear as the result of the use of such
property for development purposcs may qualify for such treatment as
development costs.

Expenditures made for development will continue to increase the
adjusted basis of the mine for computing gain or loss as under exXisting
law ; however, this basis will then be reduced as the deductions allow-
able under this provision of the House bill occur. Although thus -
included in the adjusted basis for the purpose of computing a gain or
loss from a sale, in order to prevent duplication of tax benefits, such
development expenditures are not to be taken into account in deter-
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mining the adjusted basis of the property for the purpose of computing
depletion based upon costs, '

Your committec’s bill retains the principle of the Ilouse bill, How-
ever, section 309 of your committee’s bill provides that the taxpayer
may elect cither to deduct development expenditures, whether incurred
before or after the production stage has boen reached, in the year
when they are incurred, or to treat development expeaditures incurred
before the production stage has been reached as deferred expenses,
to be deducted ratably as the ore or mineral is sold. This sccond
altornative is the same as under the ITouse bill. - Such an clection
may be made for each year, but must be for the total amount of net
development expenditure made in that year with respect to the mine,
As under the House bill, if the taxpayer clects to defer development
expenditures the amount so deferred will be included in the basis of
the mine for the purposc of determining a gain or loss on its sale,
and the basis will be reduced as the deductions, allowable when ore
or mineral is sold, are made.

Your committee’s bill also provides that if tho taxpayer elects to
-’ defer the deduction of developivent expenditures incurred during the
" development stage, the amount to be so deferred in any year will bo
the excoss of the development éxpenditures in that year over the not
receipts during that year from the ores or minerals produced.

This provision of your committee’s bill is cffective with respect to
taxable years beginning after December 31, 1950.

It is estimated that in a full year’s operation this provision will
involve a revenue loss of about $20 million annually.

11. Venture capiial companies

Section 336 of this bill will permit certain so-called venture capital
companics to qualify as rcgulated investment companics. Under
Supplement Q of the code, regulated investment companies which
distribute currently at least 90 percent of thoeir income, and mcot
certain other tests sot out in section 361 (b) of the code, are not taxed
upon amounts distributed to sharcholders. One of these tests is that
the company must not invest more than 50 percent of its assots in
companies in which it holds more than 10 percent of the value of the
voting securitics. This rulc has the cffect of denying special treatment
to companies which undertake to control the enterprises in which the
bulk of their funds are placed. It clearly excludes a holding company
in the ordinary sense of the word.

It has been brought to the attention of this committee that the
10 percent stock-ownership limitation constitutes a serious impedi-
ment to the development of so-called venture capital companies,
‘These are investment companics which are used principally to provide
capital for other companies engaged in the development or cxploita-
tion of inventions, technological improvements, new processes and
produets which were not previously generally available. ~In such cases
the investment company must provide most of the capital needed to
finance the venture and will frequently hold more than 50 percent of
its assets in stock representing more than 10 percent of the voting
stock of the operating companics. As a result, it cannot qualify under
Supplement Q if it invests more than 50 percent of its assets in such

-companics. Unless this rule is amended, it will not be possible for an
investment company to devote itself principally to the dovelopment
-of such ventures and obtain the benefits of Supplement Q.
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The venture capital company promises to serve as an instrument for:

directing an increasing portion of the current savings of the country
into the small, innovating venturcs which are so important for long-run
economic progress. Thercfore, seetion 336 of this bill amends section
361 of the codo so0 as to permit venture capital companies to qualify
as regulated investment companics. This is accomplished by waiving,
under certain conditions, the 10 percent limitation as to certain types
of holdings. To qualify for this exception the investment company

must obtain a cortification from the Seccurities and Exchange Com--

mission which states that the investment company is a registered
management investment company as defined in the Investment Com-

pany Act of 1940 and that its principal business is the furnishing of

capital to companics principally engaged in the development or cx-

ploitation of inventions, technological improvements, new processes or-
products not previously gencrally available. This certification will be-

made under regulations to be issued by the Securities and Exchange
Commission. '

To forestall the possibility that thig amendment will permit holding
companics to obtain the benefits of Supplement Q, the bill also provides
that the 10 percent rule shall not be waived in the case of an invest-
ment company which, at the close of the taxable year, has more than
25 percent of its funds invested in companies, the securities of which
it has held for more than 10 years. :

All the other limitations on regulated investment companies now:

imposed under Supplement Q are retained.

The House bill contains a provision which is substantially identical’
with scction 336 of your committee’s bill. Only minor, technical

changes have been made in the House provision.

Section 336 is cffective with respect to taxable years begi\nnin“g after-

December 31, 1950. The revenue cffect of this provision is negligible.

12. Additional withholding upon agreement by employer and employee
Frequently concern is expressed by taxpayers with income above

the first surtax bracket because the entire amount of tax due is not.
‘withheld from their wages or salarics. They dislike the necessity of

making a payment with their declaration of estimated tax in March, or
the necessity of making quarterly payments. However, it is not feas-

iblo to establish a system of gencral application which will withhold the-
total tax due in all cascs, because, as a result of such factors as vari--
ations in deductions and income not subject to withholding, the addi--

tional tax due differs widely from case to case. .

In individual instances, however, where the taxpayer can cstimate
quite accurately the amount of the additional tax duc and the em-
ployer finds the additional withholding is not burdensome, & voluniary

system is feasible and would be a convenience to tho taxpayoer. For:
these reasons section 203 of your committee’s bill, which is the same-
as section 223 of the House bill, amends section 1622 of the code to-
provide that additional withholding may be authorized by regulation.
where the cmployer and employee agree to it. No additional revenue-

is cxpected to be provided by this provision.
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B. Provisions AppEp BY YoUR COMMITTEE

1. Additional allowance for certain members of the Armed Forces

The Revenue Act of 1950 added a new section 22 (b) (13) to the code
which excludes from taxable income the compensation of members of
the Armed Forces of the United States recoived for active service in
combat zones such as Korca. This exclusion covers all the pay of
enlisted men and warrant officers and the first $200 per month paid
to commissioned cfficers. The present cxclusion only applies to
services performed after June 24, 1950, and prior to January 1, 1952,

Section 305 of your committee’s bill makes two changesin the cxisting
provision. First, the exemption is extended for 2 years beyond the
present termination date to January 1, 1954. Second, the execmption
is extended to include the compensation of military personnel received
while hospitalized as & result of wounds, discasc, or injury incurred
while serving in a combat zone. ‘

These amendments will result in a revenue loss of $10 million
annually until 1954. :

N’ The amendments made by your committee to section 22 (b) (13)
are applicable to taxable years cnding after June 24, 1950. '

2. Sales of land with wnharvested crops

Section 117 (j) of the code provides, in cffect, that a net gain from
sales of propertics “used in the trade or business” of the taxpayer,
including “real property” so used, if held more than 6 months is to
be treated as a capital gain. In the casc of a net loss, it is treated as
an ordinary loss, Where unharvested crops are sold with the land,
or unripe fruit is sold together with the land and the trees, a diflicult
question has arisen as to the proper application of the present law to
the unharvested crops or the unripe fruit. '

The Burcau of Internal Rovenue has ruled that, whether or not
such crops or fruit are regarded as a part of the real estate under local
law, they constitute property held “primarily for sale to customers in
the ordinary course of his (the taxpayer’s) trade or business” and
thus, under the provisions of section 117 (j), any gain on the sale of the
‘unharvested crops or unripe fruit is to be separately determined and
treated as ordinary income instead of as a capital gain. In several
decisions the Tax Court (with some members dissenting) has taken a

~’ similar view, but two district courts have held that such fruits or
crops constitute “property used in the trade or business” so that a
gain from a sale of the land, trees, and fruit would be treated as a
capital gain with the result that the entire gain from the sale of such
property would constitute ordinary income. : :
our committee believes that sales of land together with growing
crops or fruit are not such transactions as occur in the ordinary course
of business and should thus result in capital gains rather than in ordi-
nary income. Section 323 of the bill so provides.

Your committee rocognizes, however, that when the taxpayer keops
his accounts and makes his returns on the cash. receipts and disburse-
ments basis, the expenses of growing the unharvested crop or the un-
ripe fruit will be deducted in full from ordinary income, while the
entire proceeds from the sale of the crop, as such, will be viewed as a
capital gain. Actually, of course, the true gain in such cases is the
difference between that part of the selling price attributable to the

3
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crop or fruit and the expenses attributable to its production. There-
fore, your committee’s bill provides that no deduction shall be allowed
which is attributable to the production of such crops or fruit, but that
the deductions so disallowed shall be included in the basis of tho prop-
erty for the purpose of computing the capital gain.

The provisions of this section are applicable to sales or other disposi-
tions occurring in taxable years beginning after December 31, 1950.

The revenue loss under this provision is expected to be about
$3 million annually.

3. Elections to file joint or separate returns and to wuse the standard
deduction

Under section 51 of the code, married taxpayers may file either
separate returns or-a single joint return. The election, once made,
as to which type of return to file is binding with respect to the taxable
year for which the return is filed.

Section 23 (aa) of the code permits an individual the use of an op-
tional standard deduetion in lieu of itemizing his deductions. The
election to use either of these methods of handling deductions is like- -
wise binding upon the taxpayer for the taxable ycar with respect to
which the option is exercised.

As a proper election frequently requires informed tax knowledge
not possessed by the average person, the binding clections referred to
above may result in substantially excessive taxes. This result of
making an improper election is particularly apt to occur during a
period of high tax rates such as the present. »

Your committee’s bill contains two amendments directed at this
problem. Section 312 of the bill provides that married individual
income taxpayers who file separate returns may exercise the right to
change their election and file joint returns at any time within the
period of the statute of limitations. This provision is effective with
respect to taxable years beginning after December 31, 1950, Section
308 of the bill also provides that individuals who have used the stand-
ard deduction when filing their return may substitute itemized deduc-
tions at any time within the period of the statute of limitations. More-
over, taxpayers who have itemized their deductions are also to have
the option to amend their roturn within the same period-in order to
take advantage of the standard deduction. This provision is effective -~
with respect to taxable years beginning after December 31, 1949. —

It is anticipated that the revenue loss from these amendments will
be negligible.

4. Penstons

Under section 165 of the code, payments made from an employecs’
retirement fund are taxable to the recipient as received. It has been
reported to your committee that life insurance agents have been
denied the benefits of this section because of a ruling that they are
not technically “employecs” for the purposes of the provision. As a
result the entire lump-sum value of the pension in excess of any
amount contributed to the fund by the cmployce is-taxable-as income
of the agent in the year he retires when his right to his share of the
company’s contributions becomes nonforfeitable. Your committee
believes this treatment to be inequitable, particularly inasmuch as
Congress provided specifically that full-time life insurance agents are
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to be cmployees for social security purposcs. Therefore, section 343
of the bill amends scetion 3797 (a) of the code to extend the bencfits
of section 165 to life insurance agents who are cmployees for social
security purposes. .

This amendment is effective with respect t0 taxable years beginning
after Decomber 31, 1948.

The revenuo loss from this amendment will bo negligible.

A case has also been brought to the attention of your committee in
which an association providing retirement benefits desires to invest
a portion of its funds in common.stocks, thus providing for a hedge
against inflation. A question has arisen as to whether the variable
payments which will be made from this fund will quality for section
165 troatment. It is reported that in the past such treatment has
boen limited to those retirement plans wherein the annuity contracts
s provide for the payment of fixed amounts. Your committee under-
stands that treatmoent as annuitics of payments which vary in amount
is to be provided administratively under present law, thus permitting
the recipients of these annuities to be taxed on the amounts as received

-’ instead of being taxed on the lump-sum value of the annuity at the
time payments begin. The revenue effect of this provision is
negligible.

6. Stock distributions of profit-sharing plans -

Section 165 (b) of the code provides for the taxation of distributions

to employces from cxempt ponsion and profit-sharing funds. As a
rule both the cmployce and the employoer contribute to such funds.
The amounts so contributed are then invested, usually in the stock of
the employer company. ~Such amounts may or may not be credited
to the accounts of individual cmployees at the time the purchases of
stock arc made. At the time that the total distributions payable
with respect to any employce are paid to him within one taxable year
on account of his soparation from service, he is taxable at capital gain
rates upon the entire value of the stock which was contributed by his
employer. This is likewise truc of any uninvested cash contributed
to his account by the employer. The value of the withdrawal for tax
purposes under present law is the sum of this uninvested cash and the
market price of the stock at the time of withdrawal. It is frequently
the caso that the price the fund paid for the stock was substantially
less than the current market price that is used in dotermining the tax-
able value of the employee’s withdrawal. This results in the em- -
ployec’s being taxed on the amount of company contribution, the fund
carnings, and any increase in the value of stock which was purchased
for his account. Thercfore, where companics seleet this method of
providing for their employces’ retirement_rather than through the
purchase of annuitics, this accumulated value of the cmployoer’s con-
tribution in the fund is bunched in one taxable yoar, thus subjecting
it to tax in higher surtax brackets. .
" Your committee believes that the present tax on the stock apprecia-
tion in such cases substantially reduces the employees’ profit-sharing
accumulation and thus his retirement income. This is & discrimina-
tion against those cmployees who select this method of providing for
their old age.

Therefore, section 334 of your commitiec’s bill provides that in
the casc of such distributions consisting of stock in. the employer cor-
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poration the appreciation in the value of the stock contributed by the
employer which has arisen since being deposited in the fund is not to
be subject to capital-gain tax until the employee sells the stock, rather
than at the time it is distributed to him as under present law. This
amendment makes no change in the present tax treatment of that
portion of the value of such stock which does not represent apprecia-
tion in value. . _

This amendment applics to distributions made after December 31,
1950,

The revenue loss from this amendment will be negligible.

6. Death benefits to employees '

Scetion 22 (b) (1) of the code excludes from gross income amounts
received under a life-insurance contract paid by reason of the death
of the insured, whether in g single sum or otherwiso. However, by its
terms, this provision is limited to life-insuranece payments, and the ex-
clusion does not extend to death benefits paid by an employer by reason
of the death of an employce. TIn order to correct this hardship, section -
302 of your committec’s bill excludes from gross income death bene- o
fits not in cxcess of $5,000 paid by any one employer with respoct to
any single employec’s beneficiary or beneficiaries in aceordance with a
precxisting contract. The limitation of the cxclusion to payments not
in excess of $5,000 will prevent abuses under this new provision.

This provision is offcetive with respeet to taxable years beginning
after December 31, 1950. :

The revenue loss from this amendment will be negligible.

7. Termination payments to employees

Some employment contracts provide for payments to the employee
after the employment period, based on a share of future profits or
a pereentage of future gross receipts. -Such payments when received
are taxed under present law as ordinary income, inasmuch as they are
in the nature of payments of additional compensation. However, if
the employee chooses to receive a lump-sum payment in lieu of the
contract rights upon termination of his employment, the entire lump
sum is included in one year’s income.  The result, may be to place the
employee in an unusually high surtax bracket. Your committee
belicves this present treatment of such lump-sum settlements to be -

- unduly harsh in view of the fact that the employee may not wish to -~
leave his retirement income dependent upon the operation of the
business subsequent to the severance of his connection with it,

As a result, section 328 of the bill provides, with certain restrictions,
for capital-gain treatment of amounts received by an employee, upon
termination of his employment, in exchange for his release of all of his
rights to receive a percentage of future profits or receipts. This
provision is limited to cases where the taxpayer has been employed for
more than 20 years and has held sych rights to future profits or receipts
for at least 12 years. '

This provision is effective with respect to taxable years beginning
after December 31, 1950,

The revenue loss from this amendment will be negligible.

8. Restricted stock options

The Revenue Act of 1950 added a new soction 130A to the code,
which provides that the granting to employeocs of certain types of stock

Approved For Release 2007/01/16 : CIA-RDP57-00384R001200010015-3



Approved For Release 2007/01/16 : CIA-RDP57-OO384ROO1200010015-3
‘ " REVENUE ACT OF 1951 51

options will not give rise to taxable income to the recipient. To be

excluded under this provision the option must fall within a defined

category of “rostricted stock options.”

Section 130A requires that to qualify as a “restricted stock option’
the option price at the time of the granting must be 85 percent or more
of the fair market value of the stock. Ordinarily, when an option is
used as an inccntive device, the option price approximates the fair
market value of the stock at the time the option is granted.  The 15-
percent leeway is allowed because many stocks are not listed on ex-
changes and therefore, the fair market value is diflicult to determine.
It has come to the committee’s attention that the operation of the 85-
percent limitation has resulted in a hardship in one respect. In many
cases, the granting of stock options is subjcet to ratification by the
corporation’s stockholders. Thus, at the time of the action by a cor-
poration’s board of directors the option may be fully qualified as to the
85-percent limitation, but becausc of the delays typically incident to
action by a corporation’s sharcholders, the fair market price may have
so changed by the time of their ratification that the option no longer
. qualifies under the statute. .

e’ In order to correct this harsh operation of the present provision,
section 330 of your committee’s bill provides that the date of the
granting of a restricted stock option which is subject to stockholder
ratification shall be determined as if the option had not been subject
to such approval. *

This amendment will be effective as if it had been enacted as part
of the stock option provision of the Revenue Act of 1950.

9. Moedical expenses
Section 23 (x) of the code permits the deduction of a taxpayer’s
medical expenses only to the extent that such expenses exceed 5 per-
cent of the taxpayer’s adjusted gross income.
Scetion 307 of your committee’s bill removes this 5-percent limita-
tion for any taxpayer, if cither the taxpayer or his spousc is aged 65
or over, but only with respect to the medical expenses of such tax-
payer and his spouse. DPersons in that age bracket have gencrally
reached a period of lowered carning capacity. These same individuals
typically are confronted with increased medical expenses. Dis-
allowance of the deduction of many of these cxpenses under present
_ law merely serves to accentuate this existing hardship.
A4 This bill docs not affect the maximum limitations of present law on
- . the amount of the deduction.
This provision of your committee’s bill is effective with respect to
taxable ycars beginning after December 31, 1950. '
It is estimated that the provision will involve a loss of revenue of
. ~ about $15 million in a full year of operation.

10. Redemption of stock to pay death taxes

Tho Revenue Act of 1950 amended section 115 (g) of the code to
provide that the redemption of stock in a decedent’s estate in an
amourt not in excoss of the cstate, inheritance and succession taxes
(including interest) on the cstate is, in cortain cases, not to be treated
as a taxable dividend. Among other requirements, this provision is
limited at present to cases where the value of the stock in the corpora~
tion comprises more than 50 percent of the value of the net estate of
the decedent. _ ‘ : '
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Your committee believes that the latter limitation imposes a hard-
ship on those estates where. the stock in a corporation forms a sub-
stantial part of the value of the not estate but falls short of mecting
the restrictive 50 percent requirement. Therefore, section 320 of
the bill extends the benefits of section 115 (g) to cases where the stock
comprises more than 25 percent of the value of the decedent’s net
estate.

This amendment will be applicable only to amounts distributed on
or after the date of cnactment of the bill. . '

The revenue loss resulting from this section will be negligible.

11. Basis of joint and survivor annwities included tn the gross estate.

Secetion 113 (a) (5) of the code provides that property acquired by
bequest, devise, or inheritance shall have a basis for determining
gain or loss equal to its fair market value at the date of the decedent’s
death or, if the decedent’s executor elects the optional valuation date,
at a date 1 year after the decedent’s death, However, all property
which is included in the decedent’s gross cstate for estate-tax purposcs
does not take a new basis upon the decedont’s death. -~

A joint and survivor annuity is includible in the decedent’s gross
estate but is troated as a gift for basis purposes so that, for purposes
of gain, it has the samo basis as in the hands of the donor. Section
303 of your committeo’s bill amends sections 22 (b) (2) and 113 (a) (5)
of the code to provide that where a joint and survivor annuity is in-
cluded in the decedent’s gross estato, its basis shall be the value of the
property included in the estate.

This amendment -is to apply only where the decedent dies after
Docember 31, 1950.

No appreciable loss of revenue is anticipated from the amendment.,

12. Abatement of income taxes for certain members of the Armed Forces
dying in combat zones or as a result of injuries received in such
zones . .

Individuals dying while in active service during World War II as
members of the military or naval forces of the United States or other
United Nations were forgiven their income tax with respect to the
year of the death and the prior year. They also were relieved of
unpaid income taxes at the time of their death.

Section 333 of your committee’s bill provides similar trecatment for -~
members of the Armed Forces of the United States dying while serv- TR
ing in combat zones or while hospitalized as a result of wounds, disease, -

or injuries incurred while serving in combat zones.

Your committee’s bill provides for the forgiving of income tax in
the year of death of such individuals and in prior taxable years cnding
after the commencement of hostilities in Korea. - Also, such individuals
are relieved of any income taxes for any year unpaid at the date of
their death. The provision is effective with respect to individuals
dying after the commencement of hostilities in Korea and prior to
January 1, 1954,

18. Individuals earning income abroad

Sestion 116 (a) of the code exempts from income tax citizens of the
United States who arc bona fide residents of a foreign country with
respect to income carned outside the United States, and disallows
deductions chargeable against this income. This provision is intended

¢
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both to encourage citizens to go abroad and to place them in an equal
position with citizens of other countries going abroad who are not
taxed by their own countrics.

However, the present law has two defects which section 321 of your
committoe’s bill corrects. Tirst, the exclusion is allowed only with
respect to an “entire taxable year” with respect to which the indi-
vidual is a bona fide resident.of the forcign country. Thus, exemp-
tion is denied an individual in his first year abroad unless he becomes
a bona fide resident of the foreign country as of January 1. Section
321 of your committee’s bill corrects this defect of present law by
granting the exclusion with respeet to “an uninterrupted period which
includes an cntire taxable year’” with respect to which an individual
-was a bona fide resident of a forcign country.

In addition, the term “bona fide” residence abroad has been con-

. strued quite strictly with the result that many persons who have gone
. abroad to work cven for a relatively long period of time have been un—
able to meot the test of a “bona fide resident’ of a foreign country.
Sometimes this has occurred beeause the nature of the individual’s
- work is such as to make it difficult to establish a “residence” in the
- more widely accepted use of the term. On other occasions it has
resulted from the fact that individuals have gone abroad only for a
stated period of time. Examples of this are managers, technicians,
and skilled workmen who are induced to go abroad for periods of
18 to 36 months. to complete specific projects. Your committee
belioves, in accord with the point 4 program, that it is particularly
desirable to encourage men with technical knowledge to go abroad.
As a result your committce has added a paragraph to scction 116 (a)
of the code providing that income carned abroad by a citizen of the
United States who is present in a foreign country or countries for
17 out of 18 consecutive months is to be excluded from income, and
that deductions chargeable to such income will be disallowed in com-
puting his Federal income tax.

These two-changes made by your committee’s bill arc offsctive with
respect to taxable years beginning after December 31, 1950.

Your committee’s bill also amends scetion 1621 (a) (8) (A) of the
code to provide that there is to be no withholding by the United
States where it is reasonable to believe that the income is paid to a
person who will qualify for the exclusion on the basis of presence in a,
forcign country for 17 out of 18 consecutive months. 1n addition, it

~ provides that there is to be no withholding of income taxes for the
United States upon an amount carned for services performed in
foreign country if withholding on that amount is required for a foreign
country. These changes in your committec’s bill are effoctive as of
January 1, 1952, with respect to wages paid on or after that date.
The revenue cffect of these provisions is negligible.

14. War losses

Section 127 of the code, in general, authorizes a war loss deduction
for property in cnemy hands when the United States entored World
War II in 1941, for property which later came under enemy control
and for property destroyed or seized in the course of military or naval
operations. This deduction is limited to the taxpayer’s depreciated
cost or other basis of the property. Section 127 also provides that if
any of the property was recovered, the fair market value of tho
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recovered property, not the amount deducted, is to be taxed as ordi-
nary income to the extent that the deduction resulted in a reduction
of tax. ,

Where only one property was involved, there has been no difficulty
with this rule, since in those cases where the fair market value of the
recoversd property exceeded the amount of the deduction, the valuc of
the recovered property was includible in income only to the extent that
the deduction resulted in a reduction in tax.  The full fair market value
was not included in income in such cases because it was beliocved appro-
priate to treat the taxpayer as nearly as possible as if he had held the
property throughout the entire period and roceived no deduction for
the temporary loss. In such a case appreciation in the value of the
property would not, of course, be subject to tax. However, where the
war loss embraces more than one property, the present rule does not

" always achieve this result. For example, where war loss deductions.
have been taken for two or more propertics, and only one of these
properties is recovered, if the recovered property has appreciated in
value, the deduction previously taken not only with respect to this.
property but also with respect to the property not reeovered is taken -,
into consideration in dotermiring how much of the fair market value
of the property recovered represents a previous reduction in tax. In
such a case the effect of tho present provision is not to treat the
property as if it has been held for the entire period since part or all of
the appreciation in value of the property is subject to tax in the year
of recovery merely because a deduction had also been taken for another
property which has not been recovered.

To correct this situation section 340 of your committee’s bill amends
section 127 of the code to provide that, at the elcction of the taxpayer,
in the case of war loss recoveries the tax for the year in which the
deduction was taken is to be recomputed by reducing the deduction
by the amount of the rccovered property, taken at its depreciated
cost on the date of the loss or its fair market value on the date of the
recovery, whichever is lower, and by adding the increase, if any, in
the tax so resulting to the tax for the year of the recovery.

The attention of your committec has also been brought to cascs
where war losses have been realized but no deduction was claimed.

In such cases, if other war losses were deducted with a tax benefit,

section 127 of the code operates to require the fair market value of

the property on the date of the recovery to be included in income in ~
the year of the recovery to the extent not in excess of the beneficial
deductions for other war losses. Under section 340 of your com-
mittee’s bill there would be no tax in the year of the recovery with
respect to property for which no deduction was claimed in the year
of the loss. ‘ o

No interest is to be paid or assessed on refunds or deficiencies
arising from this provision, '

These amendments will have no permanent revenue effect.

15. Foreign tax credit for taxes paid by o foreign subsidiary

Existing law permits a domestic corporation, owning the majority
of the voting stock of a foreign corporation, to claim a foreign tax
credit for income taxes paid by the foreign corporation to a foreign
government with respect to the profits of the. foreign corporation
which are paid as dividends to the domestic corporation. Your com-

>
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mittee belicves that the principle established by present law is correct
but does not believe that the allowance of the forcign tax credit should
be limited to those cases where the domgcstic corporation owns a
majority of the voting stock of the foreign corporation. Irrespective
of the proportion of the foreign corporation owned by the domestic
corporation, the dividends roceived by the domestic corporation are
equally likely to be aflected by the taxes paid to a foreign government.
Moreover, several foreign countries prohibit the ownership of as much
as 50 percent of one of their domestic corporations by a foreign
corporation.. Thus, it is impossiblo for American corporations to
operate a foreign subsidiary in these countries and reccive the foreign
tax credit with respeet to dividends paid to them by the foreign cor-
poration which they partially own. Also, in some cases a foreign
corporation is owned jointly by two or more domestic corporations,
and in such casocs either none reccive the foreign tax credit or one
receives it while the others do not. For these reasons section 331 of
your committee’s bill amends section 131 (f) (1) of the code to provide
that the foreign tax eredit is to be allowed if the American corporation

| owns 10 percent or more of the voting stock of the foreign corporation.
The 10 percent limitation is imposed for administrative reasons.

This provision is effective with respect to dividends received during
taxable yoars beginning after December 31, 1950.

Under present law if a forciga subsidiary of an American corporation
owns all of the voting stock of another forcign corporation, the divi-
dends reccived by the American pareat with respeet to the earnings of

~ the second subsidiary are cligible for a foreign tax credit. Howover,
your committce sees no reason why it is necessary for the first foreign
subsidiary of the American corporation to own all of the voting stock
of the second forcign subsidiary in order for the American parent
corporation to roceive the forciga tax credit with respect to dividends
paid from the profits of the second foreign subsidiary. On adminis-
trative grounds there is a basis for requiriag majority ownership, but
not complete ownership, of the secoad foreign subsidiary by the firts
foroign subsidairy. Therefore, section 331 of your committec’s bill
extends the foreign tax credit to apply in the casc of dividends reccived
by American corporations in such cases of majority ownership.

These amendments are expected to result in a revenue loss of $30

L million in a full yeat’s operation.

b This provision is effective with respect to dividends reccived by a
foreign corporation during taxable years beginning after Docember

31, 1950. - o

16. Postponement of due date for returns of China Trade Act Corporations

Under present law China Trade Act Corporations are allowed a
crodit against their income for the net income derived from sources
within China with respeet to the portion of the stock of the corporation
held by Chinese or American sharcholders. Also, the corporation
must distribute an amount at least equal to the amount of the income
tax which ordinarily would be imposed in such cases in order to receive
tho full credit. As a result of hostilitics and unsettled conditions gen-
erally in the Far East, it is impossible in many cases for corporations
doing business in China to malko a distribution of any carnings derived
from China or oven to know the size of such carnings. For that
Teason soction 613 of your committee’s bill amends present law to
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provide that the Secretary of the Treasury may postpone the due date
up to the end of 1953 for the paying of any income tax and the filing of
the return with respect to years beginning and ending in the period
January 1, 1949, to Scptember 30, 1953, if he deems such deferment
reasonable under the circumstances. Since the requirement, that in
order to recoive the full eredit the distribution of carnings derived from
China must at least cqual the income tax which otherwise would have
been paid, neea not be met prior to the time the taxes are due and
payable, the posiponement of the due date also has the coffect of
permitting the taxpayer to postponc the distribution of carnings.
This provision will have no permanent effect on the revenue.

17. Application of the intercorporate dividends-received eredit in the case
of resident foreign corporations ‘

Under present law forcign corporations éngaged in trade or business
within the United States are subject to the regular corporate income
taxes with respect to that portion of their income which is derived
from sources within tho United States. However, where such cor-

porations pay dividends to a United States domestic corporation, no -

dividends-reecived credit is allowed the latter, although such credit

would be allowed if the domestic corporation were receiving dividends

from another domestic corporation. Thus, two full corporate taxes
arc paid with respect to dividend income received from foreign corpo-
rations engaged in trade or business within the United States (to the
extent that the dividends are paid out of income derived from sources
within the United States), while as a result of the intercorporate divi-
dends-received credit, dividends paid by one domestic corporation to
another are subject only to a little more than one full corporate income
tax.

To remove this discrimination, section 311 of your committec’s bill
amends section 26 (b) of the code, relating to the dividends-received
credit, to provide that under certain conditions dividends reccived
from foreign corporations engaged in trade or business within the
United States are to be cligible for the 85-percent intercorporate
dividends-received credit. However, the credit is to be extended
only with respect to so much of the income as was carned in the
United States. Moreover, the credit is to be made available only
with respect to income earncd in the United States during an unin-
terrupted period in which the corporation was engaged in a trade
or business within the United States.  Also, for administrative reasons
the credit is to be made available only where 50 percent or more of
the gross income of the foreign corporation was derived from sources
within the United States,

This provision of your committec’s bill is effective with respect to
taxable years beginning after December 31, 1950.

It is estimated that this provision will result in an annual loss of
revenue of $1 million.

18. Net operating loss deductions _

Section 329 of the bill permits net operating losses of 1948 and 1949
to be carried forward 4 years instecad of 2. This provision is necessary
in order to reduce the existing disparities in the treatment of different
tax years.

The Revenue Act of 1950 provided that the net operating loss for
a year may be carried back to offset income of the preceding year and
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may be carried forward to offsot income of the 5 succceding years.
This provision was made offoctive for losses in 1950 and later years.
Losses in years prior to 1950 may be carried back 2 years and carried
forward ¢ years. The effect of the change in the 1950 act was to
permit losses in 1950 and subsequent years to be applicd to offsct
possible income in six other yoars, whereas losses in 1949 and earlicr
years could be applied to offset possible income in only four other years,
So far as a taxpayer with income in 1950, 1951, or 1952 is concerned,
the 1950 act had the cffect of reducing the number of possible loss
years whosc noet operating losses could be applied to offset the 1950,
1951, or 1952 income. This is because a loss in a yecar subscquent
to 1049 may be carried back only 1 yoear instead of 2 years. For
example, a taxpayer with income in 1947 had four potential loss years
which might be applied against the 1947 income—1945, 1946, 1948,
and 1949 —whercas a taxpayer with income in 1950 has only three
potential loss years which might be applicd against the 1950 income
—1048, 1949, and 1951. Also, a taxpayer with income in 1953 or
1954 would not have as many potential loss yoars which might be
g’ applied against his income in those years as a taxpayer with income in
1955 (when the provision in the 1950 act becomes fully effective), since
1953 income may be offset only by 1950, 1951, 1952, and 1954 losses (4
years) and 1954 income may be offset only by 1950, 1951, 1952, 1953,
and 1955 losses (5 years), compared with an offsct against six potential

loss years in the casc of income in 1955 and subscquent yeurs.

By permitting 1948 and 1949 lossos to be carried forward 4 years,
tho bill incroases to four the number of loss years which may be applied
to 1951 incomo and increases to five the number of loss years which
may be applied to the incomo of 1952 and 1953. No comparable
provision appears in. the House bill.

Under present law, new corporations formed during the period
1946 to 1949 are at a competitive disadvantage as a result of the
exisling net operating loss provisions. For oxample, a covporation,
formed. in 1947 with losses in that ycar obviously is unable to carry
back its losses and can only carry them forward 2 years. A com-
petitor, formed in 1950, can, carry forward its losses 5 years to 1955.
In order to correct this inequity, the bill provides that new corporations.
formed in a taxable year boginning after Decemboer 31, 1945, which

, sustain a net operating loss for any taxable year beginning after that

) - date and.before January 1, 1950, may carry forward such loss (to

- the extent not absorbed by a carry-back) for four taxable yeais,
: instead of two taxable years as under present law.

These provisions are applicable in computing the net operating loss
deduction in taxablo years beginning after December 31, 1948.

. There will be no permanent revenue loss from these provisions.

19. Corporate reorgamizations (spin-gffs)

Section 317 of your committee’s bill adds a new séction 112 (b)
(11) of the code to provide for the nonrecognition of gain from the
receipt of stock in corporate cxchanges carrying oub transactions
known. as spin-offs. A spin-off occurs when a part of the assets-of a
corporation is transferred to a new corporation and the stock in the
Intter is distributed to the sharcholders of the original corporation
without a surrender by the sharcholders of stock in the distributing
corporations. It is intonded that section 317 shall be applicable even
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though the portion of the business which is spun ofl is already organ-
ized as a separate corporation, with the result that it is the stock of”
that corporation, rather than the underlying assets, which is trans-
ferred to the new corporation whose stock is distributed. ITor
e examplo, if among the assets of corporation A is the stock of a subsid-
i iary corporation B, whether or not wholly or even majority owned,
I and business reasons exist, unrelated to any desire to make a distribu-

tion of ecarnings and profits to its shareholders, for the separation of

the assets consisting of such stock, such separation may be effected
‘ without recognition of gain to corporation A or its stockholders by
, transferring the stock of B to a newly organized corporation C in
: exchange for its stock, followed by the distribution of C’s stock to the

stockholders of A without the surrender of their stock.

This section has been included in the bill because your committee
belicves that it is economically unsound to impede spin-offs-which »
break-up businesses into a greater number of enterprises, when under-
taken for legitimate business purposes. A similar provision was con-
contained in the revenue revision bill of 1948 which passed the House _~
but was not acted upon by the Senate, and a similar provision was ’
included in the Senate version of the bill which became the Revenue
Act of 1950. L.

Scction 317 has been drafted so as to limit its bonefits to reorgan-
izations in which all of the new corporations as wcll as the parcnt
are intended to carry on a business after the reorganization and where
only stock (other than preferred) i distributed by the corporation or
corporations. Nonrecognition of gain has been denicd also in cases

. where the reorganization was prineipally a device for the distribution
of the carnings and profits of the corporations which are parties to
. the rcorganization.

i Secction 317 of the bill also adds a new scetion 113 (a) (23) to the
code providing that, in the case of stock distributed in a spin-off, the
‘ basis of the new stock, and the old stock, respectively, in the sharo-
' holder’s hands, is to be dotcrmined by alloeating between the old

stock and the new stock the adjusted basis of the old stock.’
These provisions of your committec’s bill are to be effective with
respeet to taxable years ending after the date of the enactment of this
bill, but are to apply only to distributions of stock made after that

date. ~

The revenue loss resulting from this provision is expected to be small,

20. Back mail pay of railroads *

After an application for increased mail pay mado by the railroads in
Fobruary 1947, the ‘Interstate Commerce Commission in December
1947, ordered an interim increasc of 25 percent in mail-pay rates effec-
tive after February 19, 1947, pending further investigation. Amounts
represented by this inerease were reported for tax purposes by the
rallroads in the years in which the services were rendered. On
December 4, 1950, the ICC awarded the railroads $312 million in back
mail pay for the period from February 19, 1947, through Decembor 31,
1950. Of this amount, about $160 represented the 25-percent increase
previously granted on a temporary basis with respect to the services
rendered in the period 1947--50, and about $158 million represented
an additional increase with respect to those same services.
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